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SUBJECT: Conpton Econom c Devel opnent and Job Creation Program

SUMVARY

This bill would provide that nost of the tax incentivesprovided to the existing
Los Angeles Revitalization Zone under the Revenue and Taxation Code woul d apply
to taxpayers operating businesses within the City of Conpton.

EFFECTI VE DATE

This bill would apply to taxable and i ncone years begi nning on or after January
1, 1998, and before January 1, 2004.

LEG SLATI VE H STORY

AB 69, AB 82 (1997); SB 715 (Stats. 1996, Ch. 952), AB 1082 (1996); SB 712
(Stats. 1995, Ch. 494); AB 13132 (Stats. 1994, Ch. 756), AB 3121 (Stats. 1994,
Ch. 606); AB 693 (Stats. 1993, Ch. 1216), AB 18 (Stats. 1993, Ch. 18) AB 38x
(Stats. 1992, Ch. 17x).

PROGRAM HI STORY/ BACKGROUND

California has five types of econom c devel opnment areas that have simlar tax
i ncentives:

Ent er pri se Zones,

Los Angeles Revitalization Zone (LARZ),

Local Agency M Ilitary Base Recovery Areas (LAMBRA)
Targeted Tax Area (TTA), and

Manuf act uri ng Enhancenent Areas (MEA)

The followi ng table shows the incentives available to each of the economc
devel opnment areas.
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Types of Incentives EZ LARZ* LAVBRA TTA MVEA
Sal es or Use Tax Credit X X X X
Hiring Credit X X X X X
Construction Hiring Credit X
Enpl oyee Wage Credit X
Busi ness Expense Deducti on X X X X
Net | nterest Deduction X X
Net Operating Loss X X X X

* NOTE: the LARZ expires Decenber 1, 1998.

Assenmbly Bill 1040 (Stats. 1997, Ch. 605) renpved the election provision fromthe
Los Angeles Revitalization Zone sales or use tax credit and replaced it with a
provision limting the taxpayer to one credit with respect to qualified property
that qualifies for the sales or use tax credit.

SPECI FI C FI NDI NGS

Under the Governnent Code, existing state | awprovides for the designation of the
Los Angeles Revitalization Zone. Using specified criteria, theTrade and
Comrer ce Agency (TCA) designated the LARZ fromthe maps received fromthe
governi ng bodi es of Los Angeles County and surrounding cities that suffered from
civil disturbances in April and May 1992 based on:

the specific geographic areas that suffered substantial property danage to
busi nesses; and

t he supportive residential areas¥%areas of high-density unenpl oynment adjacent
to areas of depressed econonm c business activity

The geographic areas that qualified and were designated as the LARZ were Conpton,
Hawt hor ne, Hunti ngton Park, |nglewod, Lawndal e, Long Beach, portions of Los
Angel es, Lynwood, Ponona, Signal Hill, and portions of unincorporated Los Angel es
County.

The TCA determ nes whet her an approved map conplies with, and remains in
conpliance with, these criteria. Any map determined to be out of conpliance is
void. The LARZ was designated in 1992 and is binding for five years.

Under the Revenue and Taxation Code, existing state |awprovides special tax
incentives for taxpayers conducting business activities within the LARZ. These
incentives include a sales or use tax credit, hiring credit, construction hiring
credit, business expense deduction, special net operating |oss treatnment, and a
net interest deduction for businesses that make | oans to businesses within the
LARZ. See Attachnment Afor a detail ed di scussion of each tax incentive,

i ncluding a detail ed discussion of the LARZ apportionnent fornula and how t hat
formula differs fromother econom c devel opnent areas.

AB 2205 effectively would all ow taxpayers operating a trade or business within
the City of Conpton the LARZ sales or use tax credit, hiring credit, business
expense deduction, and special net operating |loss treatnment for an additional
si x-year period.
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| npl enment ati on Consi derati ons

The hiring credit defines "resident" by reference to Section 7101 of the
Governnment Code. Section 7101 of the Government Code is contained in the
LARZ chapter, which will be repealed by its own provisions on Decenber 1
1998. Thus, after that date, the reference no | onger woul d be applicable.
Also, the definition of "resident"” contained in Section 7101 requires that
the individual reside in the LARZ, which will no | onger exist after Decenber
1, 1998.

Techni cal Consi derati ons

This bill raises the follow ng technical considerations:

1. The bill would require that the hiring credit be reduced by the amount of
certain other credits allowed. This provision, however, references the
expired jobs tax credit and the repeal ed enterpri se zone and program area
hiring credits, which were replaced by the new enterprise zone hiring
credit. |In addition, this section would not require the hiring credit
provi ded under this bill to be reduced by any allowed hiring credit
provi ded under the new MEA or TTA provi sions.

2. Although the provision requiring taxpayers to nake an el ecti on was
removed fromthe LARZ sales or use tax credit and replaced with a
provision that only one credit is allowable for the qualified property,
this bill would require the taxpayer to nmake an el ection, on the origina
return, if the expenditure qualifies the taxpayer for nore than one
credit. The change was nade to assure that taxpayers are able to take
advant age of the available credit. To address the same problem this
bill should be anmended to replace the election | anguage with a
requi renent that only one credit is allowable for the qualified property.
See anmendnments 2 and 7.

3. The NOL provisions contain incorrect references. For exanple, the
Personal Income Tax Law (PITL) refers to "bank or corporation" and
"income year," and the Bank and Corporation Tax Law (B&CTL) refers to
"person or entity" and "taxable year." Further, the PITL provisions
reference the B&CTL general NCL and the B&CTL provisions reference the
PITL general NOL. |In effect, it appears that the PITL and B&CTL | anguage
were inadvertently swapped. Anendnents 5 and 10 woul d nake the
appropriate changes. Please note that the term "bank"™ is unnecessary as
the existing | aw definition of "corporation" includes "bank."

4. The NOL provisions also appear to be mi ssing the provisions that woul d
allow the NOL to be carried forward. Amendnents 5 and 10 woul d i ncl ude
thi s necessary | anguage.

5. The definition of “qualified property” under the sales and use tax credit
is for purchases between 1998 and 2000 for the PITL, but between 1998 and
2004 for the B&CTL. Elimnating four years for personal inconme taxpayers
woul d appear to be unintentional, since the PITL credit itself is allowed
until 2004. Anendment 1 woul d change the 2000 date to 2004.
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6. The | anguage in the sales and use tax credit and hiring credit that
provides for the carryover of the credit after the repeal of the section
is duplicative of general tax |aw provisions and could be renoved.
Amendnments 3, 4, 8, and 9 would rempve this | anguage.

7. The expiration date for the NOL provision is January 1, 2004. This date
shoul d be extended until Decenber 1, 2004, to include all the 2004
cal endar nonths for fiscal year filers. Anmendnents 6 and 11 woul d
repl ace "January" w th "Decenber."

FI SCAL | MPACT

Departnmental Costs

This bill would not significantly inmpact the departnment’s costs.

Tax Revenue Esti mate

Revenue | osses fromthis bill are estimted as foll ows:

Revenue | npact of AB 2205
Ef fective for Tax Years Beginning on and After
January 1, 1998
(in mllions)
1998-9 1999-0 2000-1
($0.5) ($3) ($7)

Tax Revenue Esti mate

Thi s anal ysis does not consider the possible changes in enploynent, persona
i ncome, or gross state product that could result fromthis nmeasure.

Revenue | osses under the Personal Incone Tax Law and the Bank and
Corporation Tax Law woul d depend on the ability of businesses to take

advant age of the various state tax incentives offered by this bill conbined
with the relevant state tax liabilities of taxpayers claimng these
benefits.

These order of nmagnitude estinmates are based (except for the construction
credit and net interest deduction) on a prior analysis for AB 82
(Villaraigosa), which would extend LARZ incentives beyond 1997 for al
jurisdictions (total revenue loss of $18 million for the first year).
Projections were based on rel ative percentages of taxable sales and assessed
property val ues for Conpton vs. all LARZ jurisdictions (approximately 5%,
derived from State Board of Equalization reports.

BOARD POSI TI ON

Pendi ng.
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LARZ TAX I NCENTI VES

LARZ Sal es or Use Tax Credit

The LARZ sales or use tax credit is allowed for an anpbunt equal to the sales or
use taxes paid on the purchase of qualified property for use in the LARZ and is
limted to the tax attributable to LARZ incone. Qualified property is defined as
buil ding materials used to replace or repair the business’s building and fixtures
within the boundaries of the LARZ, and machinery or equi pnent (excl uding
inventory) to be used by the business exclusively within the boundaries of the
LARZ. In addition, qualified property nust be purchased on or after My 1, 1992,
and before the zone expiration date, which is Decenber 1, 1998, as provi ded under
the Government Code. Existing state |aw does not provide a mexi mum val ue of
property that may be eligible for the LARZ sales or use tax credit.

LARZ Hiring Credit

A business located in a LARZ may reduce tax by a percentage of wages paid to
qualified enployees. A qualified enployee nust be hired on or after Mayl, 1992,
and be a resident of the LARZ. At |east 90% of the qualified enpl oyee’ s work
must be directly related to a trade or business located in the LARZ and at | east
50% nmust be perfornmed inside the LARZ. The business mayclaimup to 50% of the
wages paid to a qualified enployee as a credit against tax inposed on LARZ
income. The credit is based on the |lesser of the actual hourly wage paid or 150%
of the current m nimum hourly wage. The anpbunt of the credit must be reduced by
any other federal or state jobs tax credits and the taxpayer’s deduction for
ordinary and necessary trade or business expenses nust be reduced by the anpunt
of the hiring credit.

LARZ Construction Hring Credit

A business located in a LARZ may reduce tax by a percentage of wages paid to
construction enpl oyees. A qualified construction enpl oyee nust be hired on or
after May 1, 1992, be a resident of the LARZ, and be hired by the enployer to
perform construction work in the LARZ. Construction work is any work directly
related to the denolition, repair, erection, or renovation of a structure |ocated
within the LARZ. The business may claim50%to 100% of the wages paid to a
qualified enployee as a credit against tax inposed on LARZ incone. The actua

per cent age depends upon the date the enpl oyee was hired:

Date Hired Applicable %
5/1/92 - 6/30/93 100%
7/1/93 - 12/31/93 75%
1/1/94 - 12/31/97 50%
After 12/31/97 0%
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As is the hiring credit, the construction hiring credit is based on the |esser of
the actual hourly wage paid or 150% of the current mninmum hourly wage. Al so,
the amount of the credit nust be reduced by any other federal or state jobs tax
credits and the taxpayer’s deduction for ordinary and necessary trade or business
expenses nust be reduced by the anpunt of the hiring construction credit.

LARZ Busi ness Expense Deduction

A business located in a LARZ may el ect to deduct as a busi ness expense up to 100%
of the cost of all qualified property purchased for exclusive use in the LARZ

The deduction is allowed in the taxable year in which the taxpayer places the
qualified property in service. The election nust be nade on the original return.
The basis of the property must be reduced by the anobunt of the deduction.

Net Operating Loss Deduction

A business located in a LARZ may el ect to carry over 100% of the LARZ net
operating | osses (NOLs) to deduct from LARZ income of future years. The LARZ NOL
is determ ned by conputing the California business |oss then applying a

per centage (apportioning) to calculate the LARZ portion of the California |oss.

Net | nterest Deduction

A deduction fromincone is allowed for the anmount of net interest earned on |oans
made to a trade or business located in the LARZ. Net interest is defined as the
full anmpunt of the interest |ess any direct expenses (e.dg., conmm ssion paid)
incurred in making the oan. The | oan nust be used solely for business
activities within the LARZ and the | ender nay not have equity or other ownership
interest in the LARZ trade or business.

Apportioni ng

For busi nesses operating inside and outside the LARZ, the anpunt of credit or net
operating | oss deduction that may be claimed is limted by the amount of tax or

i ncome attributable to the LARZ. For businesses operating in the LARZ, incone is
first apportioned to California using the same forrmula as that used by al

busi nesses that operate inside and outside the state (property, payroll, a

doubl e-wei ghted sales factor). Incone is further apportioned to the LARZ using a
two factor fornmula based on the property and payroll of the business.

The LARZ apportionnment formula differs fromthe formulas used for other econom c
devel opnment areas in tw ways. First, the other fornulas do not first apportion
to California and then to the econom ¢ devel opnent area. Thus, the denoni nator
for the apportionment forrmula for other econom c devel opnent area tax incentives
is worl d-wi de i nconme whereas the LARZ denominator is California incone. Second,
busi nesses in enterprise zones nust apportion based on afour factor
apportionnment fornula (property, payroll, a double-weighted sales). All other
econoni ¢ devel opnment areas, including the LARZ, use atwo factor formula
(property and payroll).
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FRANCHI SE TAX BOARD S
PROPOSED AMENDIVENTS TO AB 2205
As | ntroduced February 19, 1998

AMENDMENT 1

On page 3, line 30, strikeout "2000" and insrt:

2004

AMENDMENT 2

On page 3, strikeout lines 38 through 40 and on page 4 strikeout lines 1
t hrough 6, and insert:

(c) If the taxpayer is allowed a credit for qualified property pursuant to this
section, only one credit shall be allowed to the taxpayer under this part with
respect to that qualified property.

AMENDMENT 3

On page 5, strikeout lines 31 and 32.

AMENDMENT 4

On page 10, strikeout lines 27 and 28.

AMENDMENT 5

On page 18, nodify lines 17 through 39 and on page 19, nodifylines 1
t hrough 38, as foll ows:

d) A bank—er—corporatioen person or entity engaged in the conduct of a trade or
business within the City of Conpton.

(1) (Ar A net operating loss shall not be a net operating |oss carryback for
any incere taxabl e year and—execept—as—providedin-subparagraph{(B); a net
operating | oss for any incene taxabl e year beginning on or after January 1, 1998,
and shall be a net operating | oss carryover to each foll owi ng taxabl e year that
ends before January 1, 2004, or to each of the 15inecone taxable years foll ow ng
t he inecope taxabl e year of | oss.
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(2) For the purposes of this subdivision:

(A) "Net operating | oss" neans the | oss determned under Section 172 of the
I nternal Revenue Code, as nodified by Section24416-—1 17276.1, attributable to
the taxpayer's business activities within the City of Conpton before January 1,
2004. The attributable |loss shall be determi ned in accordance with the
provi sions of Chapter 17 (conmencing with Section 25101) of Part 11, nodified as
foll ows:

(i) The loss shall be apportioned to the City of Conpton by nultiplying the
|l oss fromthe business by a fraction, the nunerator of which is the property
factor plus the payroll factor, and the denom nator of which is two.

(ii) "The City of Conmpton" shall be substituted for this state.

(B) A net operating |oss carryover shall be a deduction only with respect to
the taxpayer's business inconme attributable to the City of Conpton determned in
accordance with the provisions of paragraph (3).

(3) Attributable incone shall be that portion of the taxpayer's California
sour ce business incone which is apportioned to the City of Conpton. For that
pur pose, the taxpayer's business incone attributable to sources in this state
first shall be determined in accordance with the provisions of Chapter 17
(comrencing with Section 25101) of Part 11. That business incone shall be
further apportioned to the City of Conmpton in accordance with the provisions of
Article 2 (commencing with Section 25120) of Chapter 17of Part 11, nodified as
fol |l ows:

(A) Business incone shall be apportioned to the City of Conpton by multiplying
total California business income of the taxpayer by a fraction, the nunerator of
which is the property factor plus the payroll factor, and the denoni nator of
which is two.

(B) The property factor is a fraction, the nunmerator of which is the average
val ue of the taxpayer's real and tangi ble personal property owned or rented and
used in the City of Conpton during theincopre taxabl e year and the denom nator of
which is the average value of all the taxpayer's real and tangi bl e personal
property owned or rented and used in this state during theincerne taxable year

(C© The payroll factor is a fraction, the nunerator of which is the tota
anount paid by the taxpayer in the Cty of Conpton during theinconre taxable year
for conpensation, and the denom nator of which is the total conpensation paid by
the taxpayer in this state during the itneconre taxabl e year

AVENDMENT 6
On page 19, line 40, strikeout "January" and insert:

Decenber
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AVENDMVENT 7
On page 21, strikeout lines 7 through 15, and insert:

(c) If the taxpayer is allowed a credit for qualified property pusuant to this
section, only one credit shall be allowed to the taxpayer under this part with
respect to that qualified property.

AMENDMENT 8

On page 22, strikeout lines 39 and 40.

AMENDMENT 9

On page 27, strikeout lines 33 and 34.

AMENDMENT 10

On page 35, nodify lines 30 through 40, on page 36, nodify lines 1 through
40, and on page 37, nodify lines 1 through 2, as foll ows:

(d) A persoen—eor—entity corporation engaged in the conduct of a trade or
business within the City of Conpton.

(1)(A) A net operating loss shall not be a net operating |oss carryback for any
taxable i ncone year, and, except as provided in subparagraph (B), a net operating
| oss for any taxable i nconme year beginning on or after January 1, 1998, and shal
be a net operating |oss carryover to each follow ng i ncone year that endsbefore
January 1, 2004, or to each of the 15 taxable i ncone years follow ng the taxable
i ncomre year of | oss.

(B) In the case of a financial institution to which Section 585, 586, or 593 of
the Internal Revenue Code applies, a net operating | oss for any incone year
begi nning on or after January 1, 1984, shall be a net operating | oss carryover to
each of the five years following the inconme year of the |oss. Subdivision (b) of
Section 24416.1 shall not apply.

(2) For the purposes of this subdivision:

(A) "Net operating |oss" nmeans the | oss determ ned under Section 172 of the
I nternal Revenue Code, as nodified by Sectioni7276—1 24416.1, attributable to
the taxpayer's business activities within the City of Conpton before January 1,
2004. The attributable |oss shall be determi ned in accordance with the
provi sions of Chapter 17 (conmencing with Section 25101)ef Part—31, nodified as
fol |l ows:

(i) Loss shall be apportioned to the City of Conpton by multiplying total |oss
fromthe business by a fraction, the nunmerator of which is the property factor
plus the payroll factor, and the denom nator of which is two.

(ii) "The City of Conpton" shall be substituted for "this state."
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(B) A net operating |loss carrywver shall be a deduction only with respect to
the taxpayer's business inconme attributable to the City of Conpton determned in
accordance with the provisions of paragraph (3).

(3) Attributable incone shall be that portion of the taxpayer's California
sour ce business inconme which is apportioned to the City of Conpton. For that
pur pose, the taxpayer's business incone attributable to sources in this state
first shall be determined in accordance with the provisions of Chapter 17
(commencing with Section 25101)-efPart—31. That busi ness incone shall be
further apportioned to the City of Conmpton in accordance with the provisions of
Article 2 (commencing with Section 25120) of Chapter 17efPart—231 nodified as
fol |l ows:

(A) Business incone shall be apportionedto the City of Conpton by mnultiplying
total California business income of the taxpayer by a fraction, the nunerator of
which is the property factor plus the payroll factor, and the denoni nator of
which is two.

(B) The property factor is a fraction, the numerator of which is the average
val ue of the taxpayer's real and tangi ble personal property owned or rented and
used in the City of Conpton during thetaxable i ncone year and the denom nator of
which is the average value of all the taxpayer's real and tangi bl e personal
property owned or rented and used in this state during thetaxable i ncone year

(C© The payroll factor is a fraction, the nunerator of which is the tota
anount paid by the taxpayer in the Cty of Conpton during thetaxable i ncone year
for conpensation, and the denom nator of which is the total conpensation paid by
the taxpayer in this state during the taxable i ncone year

AVENDMVENT 11
On page 37, line 4, strikeout "January" and insert:

Decenber



